
official company document.J2 In fact, ASI personnel went so far as to explain
to certain members of the audit team how the unoffidal translation table was
incomplete.

The official translation tables are part of the AOCs' finandaI accounting
computer system. Each AS! bill line and product line code is automaticall-x
translated into the proper Part 32 Account and Part 64 cost pool within the
financial accounting computer system operated by the AOC when the bill is
received from ASL Therefore, once the function codes and cost pools are
assigned to the bill lines and entered into the computer system, the
translation is done automatically. The fact that an employee dO. not have a
complete translation table does not in any way mean that the costs were not
allocated to the proper Part 32 accounts and Part 64 cost pools.

3. The audit team had all the information necessary to determine how
AS! allocated its costs between regulated and nonregulated
operations.

lhrough the preeentatiOftS and the answers to data requests, AS! proviclecl
the audit team all the information it needed to complete the first task, iaIu
understand how ASrs accounting procedures worked and how the COlts were .
aUoaatC. AS! pve the audit taut several difNrent bUling and financial
reports such. the Cost Allocation TrackingS)'stem (CATS) 1110 and 9240
reports, which contain all ASI's COlt information by bill1ine, wOrk profile and
Aoc.II The 1170 report also listed product line c:ocles and function codes
usipwd. to each bill line. Consequently, the audit team should have been
able to follow the costs u they were accumulated on ASI's books under a
project code and bill line to the work profile.

Then the audit team should have used the official translation tables to
determine the Part 32 account and Part 64 cost pool the costs were assigned.
While the report continues to claim that it had incomplete translation tables,
ASI has already demonstrated that claim false. Moreover, the audit team
itself demanstrateel its ability to track ASI's costs to the Put 32 account and
Put 64 COlt pool, by CGIIlpillng a chart containing all the bill lines, COlts, Part .
32 accounts, and Put 64 castgoe,Js for the Ammtech 1Dtap'ated Marbtplaat
System <AIMS) work proflle. The report's six oth.. ftndlnp are additional
evidence that the audit team had the ability to trade ASrs cost allocation.

n See Exhibit 5 for afftdavit from Mr. Mlbina.

:t.1 See ExJdbit 6 for a lilt of aD the ftnandal and aa:ounting ft!POItI pnMdtd to the audit ....

311 Report at pap 15.
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Based on this information, the audit team - without question - had
sufficient information to determine how ASI accumulated and allocated its
costs.

C Task 2: The Audit Team had More Than Sufficient Information to
Evaluate Whether ASI's Cost Allocations Were Reasonable.

Having determined what Part 32 account and Part 64 cost pool ASI's costs
were allocated to, the second task for the audit team was to evaluate whether
these classifications and allocations were reasonable. Ameritech suspects that
it was in this area the audit team lost the thread of its audit.

As support for Fmding 1, the audit team claims that ASI had insufficient
written documentation. The audit team found that ASI's benefit verification
forms could have provided more extensive information. In addition, the
team claims· that in its attempts to interview work Profile managers, many of
the managers had left Ameriteeh or had changed job functions. Fmally, the
audit team claims that because ASI did not have written desaiptions of how
it distinguished between billable and nonbillable worle PrOfiles, or in ASI's
terminology direct and indirect, the audit team could not determine whether
the allocation between billable and nonbillable was consistent with the
Commission's affiliate transaction rules.

However, nowhere in the discussion regarding this finding does the audit
team list any specific facts supporting its conclusion. For example, there is no
reference to which particular documents contained limiteelinformation; no
reierence to which worle profile manager wu unable to answer what specific
questions during the interview; and no reference whatsoever to the
approximately 100 questionnaires completed by ASI and AOC employees.
Instead, the audit report paints the audit information with broad allegations.

1. The audit team was provided sufficient written documentation.

The audit report fails to take into account the substantial information
AS! Provided to the audit team. In this reprcL the audit team had a work
profile form that included, at a minimum:

• a description of the worle to be performed;
• a list of deliverables or tasks that needed to be accomplished on a

quarterly basis;
• a list of assumptions or prerequisites necessary for the work to be

accomplished; and
• the administrative process that the work supported.
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In addition to the work profile form, for those 16 work profiles the audit team
selected for more detailed review, the audit team had further information
available, such as:

• business case analyses for strategic work profiles;
• examples of ASI employees' work product;
• examples of AS! employees' job descriptions;
• ASI and AOC employees' completed questionnaires; and
• ASi and AOC employee interviews.

ASI has re-cataloged the information provided to the audit team by the 16
different work profile, and compiled the information into separate binders.
ASI has already reviewed a bmder containing all the information on the
Ameritee:h Integrated Marketing System (AIMS) with the FCC member of the
audit tum u an example of the substantial information that wu provided
duritlg the audit.- These other binders are available and dearly demonstrate
that the audit team had the necessary information to review the
reasonableness of ASI's cost allocations."

2. The report's characterization of the managers' interviews is
inaccurate.

Anoth.. example of the audit team's inaccuracy is its c:Jaim ·that the
interviews amdueted provided little information about ASfs cost allocations.
But, nowhere in the report is the"e any discussion of the facts supporting the
audit team's conclusion. There is no discussion regardin~

• which manalen could not be interviewed;
• which managers interviewed could not provide complete answers to

questions; and
• which questions could not be answered completely.

Accorc::Un1 to ASl's records, the audit team was able to interview 29 of the
40 work profile manaprs requested by the audit team. Moreover, the audit
team interviewed another 30 managers who represented the 16 work profiles
the audit team selected for more detailed review. It is inc:onc.wivable that S9
emplor- of J\SL who had sipificant responsibility to complete the work
encompassed by the work profile and whose continuing employment was

J5 See Exhibit 7 for a Ust of the information contained in the AlMS binder.

II See Exhibit 8 for a list of the supporting docwnentation provided for each of the 16 work
profiles selected by the audit team.
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contingent on accomplishing that work, did not prOVide sufficient
information to explain the cost allocations.

3. The..~udit team had information about the benefits of ASI's services
to the AOCs.

Again the report misrepresents the type of information it had on
which to base an evaluation of ASl's cost a.llocaticns, by claiming that ASI
could have maintained more extensive information about the benefit to the
AOCs of different services prOVided by ASI. The audit team fails to articulate
the Part 32 or Part 64 rule which requires the AOCs to demonstrate that the
services provided from ASI were beneficial to the AOCs. In this regard,
neither Part 32 nor Part 64 of the Commission's rules establish any standard
by which to make a qualitative or quantitive evaluation of the products and
services provided by affiliates. Rather, Part 32 and Part 64 rules require the
Proper recording and accounting of regulated and nonregulated costs. The
rules do not address whether those costs are reasonable.

Also, the audit team had substantial information in addition to the
benefit verification forms about the 16 work profiles from which it could
determine whether ASI's work benefited the AOCs. Specifically, much of. the
work conducted by AS! is done at the direction of strategic initiatives which
are approved by AS! board members. Since the AS! board members are all
officers of the AOCs, the major Projects performed by ASI on behalf of the
AOCs, such as data consolidation and rr work, are already deemed beneficial
and reasonable through the strategic initiative approval process.31' In fact, the
audit team was aware of all strategic initiatives and asked detailed questions
on many of them.

In addition to those strategic initiatives, the audit team had additional
information about the appropriateness of ASI's work packages. The audit
team had studies completeci by both Peat Marwick and Real Decisions
regarding ASI services.- The Peat Marwick study ...1IIed the reasonableness
of AlTs and ASI's charpI, which encompused the total cost Ameriteeh
Corporation and ASI allocated to the AOCs. The Real Dedsions study
compared the unit c:ast of certain information technology services performed
by ASI to the costs of similar services provided by other companies. And, not
only did the audit team have copies of these studies, it asked several detailed

r1 !'reIentation on AMP by J. Lenahan in July, 1992, and the ludit team received a copy of the
AMP pioceII June5. 1992.

• January 26. 1993. FCC data request No.1. Question 5; and January 21, 1993, data request No.3,
Question 10.
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questions regarding them.39 Finally, the audit team had information about
benchmarking studies that were completed intemally.40

Thus~e audit team had all the types of information listed above
which not only provided information about the products and services but
also provided information about the reasons for doing the work and the
benefits that would arise. Based on all this information, the audit team has
failed to provide a reasoned basis for its conclusion that AS! should have
provided ,more documentation on the benefits of its services to the AOCs.

4. The audit team did not need written explanations about how ASI
classified billable and nonbillable work proiues to evaluate the
reuonableness of that classification.

The audit team did not need written explanations of how AS! classified its
work proftles into billable or nonbillable profiles, or using AS!'s terminologyI

direct and indirect work profiles. The audit team claims without those
written explanations it cannot evaluate the reasonableness of the allocation of

. the costs between overhead and direct billed. However, as noted above, the
audit team had a complete list of ASrs work PrOftles which included
information about which were directly bUled to the AOCs and which were
inclirectly billed. Since the audit team not only knew which work profiles
were indirectly billed,· and had the completed work PrOftle and additional
supporting information, the lade of ASr5 written desaiPtion should not have
prevented the team from making its own independent evaluation as to
whether those work profiles should be considered overhead expenses.

5. The audit team had sufficient written documentation to understand
ASI's allocations and Fmding 1 is not supportable.

The audit team clearly misrepresents the amount of information it
received during the audit. The audit team wu able to conduct interviews
with work proflle manaprs, and had information reprciing the benefit of
AS!'s services to the AOCs. For all work packages, the audit team received a
work profl1e form which included a description of the work to be performed,.
the deliv..abl./objectives to be accomplished under the work profile per
quarter, and the necessary assumptions/prerequisite needed for the work to
be done.

0,

Moreover, for those 16 work profiles the audit team selected for review,
the work profile was not the only information the audit team had available to

• Seplember 10, 1993 data request at page 10, a-i, and f; and October 29,1993 follow-up data
request at pap 8, a-i, and f.

to January 26, 1993, FCC data request No.2, pase 1, Question No.7, pap 2, Questions 4-5.
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evaluate the allocation of the work profile costs. For any of the 16 work
proflles received by the audit team, the audit team had available any of the
following information:

• business case analyses for strategic initiatives;41
• interviews with work profile managers and employees;
• questionnaires, formulated by the audit team and completed by employees

chosen by the audit team;
• specific job desaiptions;
• project desaiptions for IT projects;
• worle Product of employees who were interviewed; or
• benefit verification forms.

The audit team cannot simply ignore the fact that this information existed
for at least 16 worle profiles. GAAS requires that the audit team evaluate and
examine all information in an unbiased manner. The audit team cannot pic1c
and choose which information to accept without articulating a reasoned basis
for rejecting the information.42

Furthermore, an important part of the audit team's work and review
efforts involved employee interviews and questionnaires. In this regard, the
audit team, havinS received an ASI work proflle expense report, selected
employees to interview based on which employees charged a substantial
number of hours to the work profile.u In these interviews the audit team
requested ASI employees to bring an example of their work product, and the
audit team had the opportunity to ask questions about the employees' work
efforts.

In addition to personal interviews, the audit team also selected a number
of employees to fill out questionnaires; apin based on the hours the
employee charged to specific work profiles. These questionnaires asked

61 And, the audit teal kMw which work profiles were sma. initiatives. .. FCC data
request June 2. 1993, AttaehBwnt 5, Question 3, -pteue provide a list of aD work profiles that
were considend to be ABC strategies and the level at funding that was approved for thole
projects in 1992.-

C For thole worltcprofi" that were not the 16 selected by the audit team, the audit tum may
have had only the work profile. 01 COUIW. the work profile aIDne may not provide suffIdent
information to determine the COlt allocation of the work profile. But if that is the caR. then
the audit team had the responsibility to obtain additional information.

61 July 22. 1992 data~Questions 1and 2; July 30, 1992 data rtqUBt: July 31,1992 data
request Question 4; January 26, 1993 datanq~No. 2. at pap 2. Question 2; May 12.1993 data
request Question 3; and April 9, 1993 data request Question 4.
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employees basic questions such as: 1) a desC"iption of their duties under the
worle proflle; 2) a desaiption of the work profile, deliverables, and
milestones; 3) whether the employee was supervised or approved the time
reporting o£.other employees under the work profl1e; 4) a list of all projects
the employee worked on; 5) how the employees recorded their time; 6) how
the employee kept track of their time to assign to each profl1e; and 7) a request
for the emfloyees' work product. The audit team received answers to these
questions. •

The repOrt completely ignores the fact that all this information existed and
was in the possession of the audit team, along with the myriad of answers to
data requests.·! Instead, the audit report attempts to dispense with all of this
supporting information with generic complaints that the documents were
insuffic:ient.

Based on GAAS, the audit team has the responsibility to assimilate all the
information it hu pthered during the audit and make a reasoned evaluation
as to whether that information supports ASI's classification of its costs. The
audit team must provide a better explanation as to how ASI's retmds were
insufficient, but more importantly why the information ASI provided during
the audit was inadequate to allow the audit team to review ASI's cost
classification. Under GAAS, the audit team cannot m..y pick and choose
which information it will accept and which information it will ignore.

In the foregoing sections, ASI has demonstrated that each basis for Finding
1 is not well grounded in fact. Specifically, it demonstrated that:

• the audit team had substantial information about AS!'s services;

• the audit team interviewed about 59 employees and received over 98
employee questionnaires, who again provided substantial information;
and

• the audit team did not need the written proc:edUNI to determine the
reasonableness of ASI's separation between billable and nonbillable
work profiles.

44 Hawevw, the.................q.-.tonIlUCh -= 1) CDUId yoarwark havea.n daae
by an outlide wndor; 2) do,. for IIII .., futun~ for thI work by tIw lOCIor odwr
subsidiaries; and 3) are any nonrepIal8i applications poIIibIe. _ tt.. queItions were
speculative in nature, the audit team often received "'I don/t know'" u the answer.

.. Ataift, - Exhibit 8 for a lilt of the IUppoililll documentation provided for IKh 01 the 16
work proms selected by the audit team.
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Based on this information, the audit team failed to provide a reasoned
analysis supporting its fmding. As noted above, GAAS requires that an
auditor assimilate and evaluate all the information it has in order to form an
unbiased opinion. The audit team had - without question - the ability to
track ASI's'costs from project code and bill line to Part 32 and Part 64
classification for any work profile.

The audit team also had - without question - substantial information to
determine the reasonableness of the classifications for at least the 16 work
profIles it selected. II the audit team did not have sufficient information to
determine the reasonableness of the allocation of the other work profl1es, it
was the responsibility of the audit team to gather sufficient information.

Since the audit team fails to provide a factual basis for Fmding 1, this
finding is not supportable. If however, the audit team responds to ASI's
comments with factual details supporting its conclusions, AS! must be given
an opportunity to respond.

IV. Finding 2: The Costs of U. Data Center Consolidation Were
Appropriately Allocated Among the AOCs.

The report claims that AS! directly billed the AOCs for certain expenses
that should have been billed as an overhead expense, and thus should have
been allocated between regulated and nonregulated affiliates'" Specifically,
the report states that although AS! billed the nonregu1ated affiliates for the
work performed for data processing services, the bills to the nonregu1ated
affiliates did not include costs for the consolidation of specific data centers.

The report provides no explanation as to why these costs should be
considered overhead expenses. Nevertheless, u explained below, ASI
appropriately bWad the data pR20Bling costs in work'profile 090006, Data
Center Consolidation. ASI treats theIe expenses as direct expenses and bills
all the AOCs directly. SImilarly, ASI bills nonregulated affiliates directly for
the data processing work performed for the nonregulated affiliates on a fully
distributed basis, which amounted to 51.08 million in 1992. 'Ibis work
primarily involved running their software on regional computer equipment.
The billed amounts included an appropriate Pro-ration of all computer
operation costs of the site at which the program was run, including the costs
of personnel running the machines, depreciation of the hardware, software
licenses, and coSts of related data processing supplies such as paper, disks, and
tapes.

.. Report at pase 22.
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The data consolidation costs which the report claims were overhead, were
those expenses which were caused by the consolidation of data centers
throughout the Ameritech region, and which would not have been incurred
absent the consolidation project. These costs amounted to approximately 520
million in 1992. The closings of the AOC data centers benefited the AOCs by
reducing the expense associated with their operation. In fact, during the
audit, the audit team asked over 112 questions related specifically to the
consolidation of data centers, in many cases focusing on the benefits of the
consolidation project.

As noted above, the nonregulated affiliates were directly billed for their
data processing costs through fully distributed costs based on their usage of
the data processing services. Nonregulated affiliates did not own or operate
any of the investlMnt in those data centers and had no control over the
expenses, but instead were treated as any third party using the data proc:essing
services. Therefore, the data center consolidation costs were appropriately
billed to the AOCs, and not the nonregulated affiliates. In fact, the report
provides no explanation on why the data consolidation costs should have
been defined as overhead expenses.

In any event, even if the ncmregulated affiliates were billed for the S20
million data center c:onsolidatian cmts: be_ on their percentar of using the
data processing services, they would have been billed. S 110,000.

V. Finding 3: ASI Properly Auiped the Costs of the Work prom. Cted
ill the Report.

In Fmding 3, the report states that AS! assigned all costs of the developing
new products and services to regulated operations. However, the report
claims that the new products and services studied under these work profiles
might be offered u eitMr rep1ateel or unrepJated services. Thus, the report
concludes these seven speciftc work profiles were improperly assigned to
regulated operatioN:

• 060087 - Ammtech OJNctory Search;
• 060088 - Marbtinl New AppHcations Development;
• 060092 - New Product Development;
• 060093 - New Products • CIS, CNAM, Video;
• 100009::" Speech Teclmologies Evaluation;
• 100010 - Video Conferencing Prototype: and
• 100017 - Human Factors Technology.

C7 See Exhibit 9 for an explanation of the c:a1cu1ation of 5110,000.
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The data consolidation costs which the report claims were overhead, were
those expenses which were caused by the consolidation of data centers
throughout the Ameritech region, and which would not have been incurred
absent the consolidation project. These costs amounted to approximately $20
million in 1992". The dosings of the AOC data centers benefited the AOCs by
reducing the expense associated with their operation. In fact, during the
audit, the audit team asked over 112 questions related specific.ally to the
consolidation of data centers, in many cases focusing on the benefits of the
consolidation project.

As noted above, the nonregulated. affiliates were directly billed for their
data processing costs through fully distributed. costs based on their usage of
the data processing services. Nonregulated affiliates did not own or operate
any of the investment in those data centers and had no control over the
expenses, but instead were treated as any third party using the data processing
services. Therefore, the data center consolidation costs were appropriately
billed to the AOCs, and not the nonregulated affiliates. In fact, the report
provides no explanation on why the data consolidation costs should have
been defined as overhead expenses.

In any event, even if the nonregulated affiliates were billed for the S20
million data center consolidation costs; based on their percentaf of using the
data processing services, they would have been billed S 170,000. 7

V. Finding 3: ASI Properly Assigned the Costs of the Work promes Oted
ill the Report.

In Fmding 3, the report states that ASI assigned all costs of the developing
new products and services to regulated operations. However, the report
cla.ims that the new products and services studied under these work profiles
might be offered as either regulated or unregulated services. Thus, the report
concludes these seven specific work profiles were improperly assigned to
regulated oPerations:

• 060087 - Ammteeh Direc:tary Search;
• 060088 - Marketing New Applications Development;
• 060092 - New Product Development;
• 060093 - New Products - CIS, CNAM, Video;

·r

• 100009 - Speech Technologies Evaluation;
• 100010 - Video Conferencing Prototype; and
• 100017 - Human Factors Technology.

C7 See Exhibit 9 for an explanation of the calculation of 5110,000.
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Based on these findings, the report also concludes that ASI is "biased" against
assigning costs to nonregulated activity, and that it "disregards" reasonable
cost allocation methods for new products and services.·'

Ameritech strongly disagrees not only with this finding but with many of
the statements and conclusions on which this finding is based. First, the
report is inaccurate because not all the costs of these work profiles are
assigned directly to regulated operations. For two of the work profiles, a small
portion of their costs were assigned to a nonregulated cost pool, while in a
third work profile none of the costs were directly assigned to regulated
activities, but the majority of the costs were assigned to a shared 'cost pool and
a small portion to a nonregulated pool.

Second, the audit team provides no reasonable basis for its conclusion that
nonregulated activities benefited from the work encompassed by the profiles.
In fact none of the work proflles dted in Fmcling 3 were one of the 16 work
profiles selected by the audit team for in-depth review. Consequently, the
audit team had little information about these work profiles on which to base
its "belief" that nonregulated activities benefited.

Furthermore, in more detailed discussion below, a review of the
information on the work profde provides persuasive evidence that a
majority of the costs of these work profiles we'e appropriately usiped to
regulated operations. If the audit team had doubts as to the reasonableness of
the allocation of these costs, GAAS requires the audit team to pther
additional information to corroborate its finding. UnIe. the audit team can
provide additional evidence that the costs were misallocated, Fmding 3 must
be rejected. If however, the audit team responds with specific facts which
underlie its conclusion, then Ameritech must be given another opportunity
to refute this Fmding.

A. The Costs of Ameritech Directory Search Were Appropriately
Assicned..

The report correctly states the COlts of Ammtee:h Directory Search were
assigned to regulated operations. The reuon for this UliJNMllt is apparent
in the first sentence of the profile overview section on the work profile form:
"Ameritech Directory Search is a tuiffed service ...." This statement alone
supports a~ assignment to regulated operations. Specifically, the work
profile states that

41 Report at pap 8, 23.
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This work profile enables AS! to act as the service provider on behalf of
the AOCs', e.g., maintain the system, tables, files, interface, bill the
customer for the service, etc.

The audit team fails to provide any additional information that contradicts
the information in the work profile, and therefore has no basis for claiming
that nonregulated activities benefited. In fact, the audit gives no explanation
to support its conclusion. Consequently, the costs for this work profile were
appropria,tely assigned to regulated operations.

B. The Costs in Marketing New Applications Were Appropriately
Apimed.

The report claims that all costs of work profile 060088, Marketing New
Applications were assigned to regulated operations. That is incorrect; a
portion of the costs of this work profile were directly usigned to a
nonregulated cost pool. And, a review of the information on the work
profile supports this assignment, !:.I., a majority of the costs to regulated and
some to nonregulated operations. The activities encompassed under this
profile were marketing personnel interacting with network per5C)nnel and
outside vendon to increue the useiuln.s of different products." The
deliverables and meuurable benefits in the work proftle list such activities as
"assisting in testing, quality assurance, and tariff development for additional
ISDN PRI services," and "intI'oduc[inll SCAI as an enhancement to existing
network offerinp."" This information on the work profile dearly explains
that a majority of the work to be performed by the marketing personnel was
related to regulated services, and that work related to nonregu1ated products
was directly assigned to nonregulated operations.

Consequently, this information justifies the allocation of this work profile
between regulated and nonresuJated·operations. The audit team provides no
evidence other than ."... that ftON'eIUlated activity benefited beyond the
direct assignment to nonregulated. Therefore, this fmding must be rejected.

C The Costs of New Product Development Tedmic:al Support Were
Apmpriately AssilDA

The COlts of New Product Development Technical Support were
appropriate1y·.uaipecl to regulated operations. This wcdt profile directs the
activities for network personnel in the marketing organization to assist in the
technical support of new products. The new products listed in the work

.. Work Profile. Delc:ription of Proposed Work at pap 2 and 2A.

50 SCAI is an aaonym for Switched to Computer Application Interface. and l'RI is an acronym
for Primary R.te Interface.
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profile include 800 database, ISDN, UDB, AIN, SMDS, and CCSAC.s1 Oearly
the majority of those services are regulated, and therefore legitimately
assigned to regulated operations.

Moreover, even including SMDS and pes does not mean some of the
costs should be assigned or allocated to nonregulated a.ctivities. Specifically,
the work under this profile involved the technical work necessary to make
the public switched network. compatible with the provision of these services.
In other words, although the provision of these services themselves would be
considered- nonregulated, the AOC network has to be technically capable of
interconnecting with the providers of these services so that their customers
can complete their calls. This interconnection would be a type of access
service and offered as a regulated service. Therefore, developing and
enhancing the public switched network for that ability is a legitimate
regulated cost. Consequently, the costs of this work profile were assigned
consistent with the FCC's rules.

D. The Costs of New Products Were Appropriately Assimed.

The report claims that all the costs billed to work profile No. 060093, New
Products were usignecl to regulated operations. That is incorrect; a portion of .
the costs were Uliped to nonregulated operations. However, nobody denies
that a majority of the costs in this work profile were assigned to regulated
operations, but like the assignment of Ameritec:h DIrectory Search the reason
is obvious. These new products are all tariffed services. Specifically, this
work profile directs the activities for the analysis, development and
implementation of three new produet5, calling name delivery (CNAM), caller
ID (CID) and video bridge. The work profile even lists the approval of c:aller
10 tariffs and a CNAM trial tariff as prerequisites for success of this work
effort. Moreover, one of the deliverables for the 3rd quarter of the work
profile group was filinl the video bridge tariff. Based on the foregoing
information, the subltantial majority of the costs in this work profile were
appropriately billed to feIUlated operations, and the aucUt team fails to
articulate a reasoned basis for its conclusion that nonregu1ated activities
benefited by any more than was allocated.

£. The Costs of Speech Teclmologies Evaluation Were Appropriately
Ayipm.

The cosis of Speech Technologies Evaluation, No. 100009 were
appropriately assigned to regulated operations. This work profile directs the

51 ISDN staNIs for lnlllplted Services Dilital Network. LID! staNIs for Une Information
Data Sue. AIN stand for Advanced lntellipnt Network. SMDS stands for Switched
Multimepbit Data Service. CCSAC stands for Common OanneJ Siplins ACCIII Capability.
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activities for developing speech recognition and verification technologies in
the public switched network. It is based on the assumption that many new
services offered by others will require network based speech output and input
technologiet:< -For example, Sprint has begun to offer services which recognize
speech and simple commands. Although AS!'s efforts in this area are similar
to Sprint's, since the project is focused on developing and deploying
capabilities in the public switched network, it is entirely appropriate to assign
the costs to regulated operations.

In any event, if the audit team doubted whether the assignment of
these costs to regulated operations was reasonable, based on GAAS, the audit
team had the responsibility to gather additional information to corroborate its
'~liei." In this cue, the audit·team's interpretation of the work proiile as the
only evidence regarding this work effort is insufficient to support a finding
that assigning the costs of this work proflle to regulated operations was
improper.

F. The Costs of Video Conferencing Prototype Were Appropriately
Assimed.

The costs of Video Canferendng Prototype, No. 100010, were
appropriately assigned to regulated operations. This work profile directs the
activities for developing the public switched network to use with video
applications. Specifically, the work effort involved studying the use of the
AOCs' current services, both dedicated and switched, to determine how they
were used with the video application and how they could be better used with
the video application. Since video services are merely a specific type of
application for tariffed services, as compared to digital transmission or voice
transmission; it is a.ppropriate to assign these costs to regulated operations.
Even though this information wu not fully explained in the Video
Conferencing work profile, information about video services and how~
were provided wu available in other documents that the a.udit team had.s

Since this work effort is delisned to enhance the use of tariffed .-vices
through additional applications, it is proPerly assigned to regulated.

52 See Ameriteeh Video Information Kit. AmeritKh s.mc.. dalild Au...., 1992, at pap ],5.
For example at page 5 the document explains that ..ADwiteeh provides several dilital services
that can be ulld in conjunction with CI'E to provide vidm .mCle." s.aIIo, An AlMritlldt
Non-8Ioade:ut Video s.mce Stra.." AllWitlCh ServicII~ cIIIIId Oc:tobIr 14, 1m
at paps 2.... This document at pap 2 s.... "video IlliecDnieNftcinI hal pined incr8Ied
demuId as an application using oW' existing product lines such as 051, ISDN, and OPTINENT
Base Rale (56/64 Kbps)."
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G. The Costs of Human Factors Were Appropriately Assipled.

The repopt claims that all the costs of Human Factors, No. 100017 were
allocated to regulated operations. That statement is incorrect; the majority of
the costs incurred under this work profile were assigned to a shared cost
pool.S3 This work profile directs the activities for providing technology
support for some Ameritech internal projects that have not been identified in
a specific p.rofile. In this regard, the work focused on assisting parties to
develop and test new systems, many of which were internal to the company,
Through Human Fae:tors testing, the products will ina-ease customer
satisfaction and usefulness. Some of the products supported were internal
prodUds such as SCOUT, APROMS, and ACS.s• Given the rather fluid
nature of the work efta)mpaued by this work profile and the fact that the
systems supported both resWated and nonregulated work efforts, it is entirely
appropriate that the majority of the costs be assigned to a shared cost pooL
Since the costs were not allocated solely to regulated, the audit team's finding
regarding this profile should be dropped.

H. ASI is Not Biased Against Assigning the Appropriate Level of Costs to
Nq~Qpcrations.

Sued upon the {OleFine discussion, the audit team not only failed to
provide a reasoned bais to support its findings that til.. seven work profiles
were improperly assigned or allocated; but also failed to provide any
evidence supporting its conclusion that ASI is '1)iased" against allocating costs
to nonregulated activities.55

Ameritech strongly disasrees with both the condusion and tone of this
fmding. The audit team provides no eviden~ to support this overbroad
assertion, other than a "quote" from an AS! employee that identifi. neither
the party nor the a»ntext in which the statement wu made. 1be audit team
then uses that uquoW' to conclude that ASI"~ the reasonable
allocation of new products and services. U. of such terms as 4Used" and
"disregard" without prcmding any supporting facts is further evidence that
the audit team fails to provide a reasoned basis for its findings.

"

sa The costs in this shared pool are alloall!d 99.8 ~ to rep1ated operations and.2 II to
nonrep1a1ed operations.

M scour is an on-line sysIIm intended to identify infonnaticm ...... to AawiI8Ch's
competitive..~ and APROMS stands for ADBtIICh Procurement Manapawnt
System. AOS is ~tee:h Customer Information System.

S Report at pap 8,23.

21



At all times, ASI allocates its costs in accordance with the FCC's cost
allocation and affiliate transaction principles to ensure that the AOCs comply
with the Commission's rules. What the audit team fails to recognize is that
the overwhetming majority of the services that AOCs provide are regulated
services. And, AS!' as a subsidiary of the AOCs, was formed to support these
efforts and therefore it is perfectly logical, legitimate, and reasonable that a
majority of AS!'s costs are also regulated expenses.

Based on the foregoing, Fmding 3 is not supportable.

VI. rmding 4: ASI Appropriately Assigned the Costs of The SMDS Trial.

The audit report erroneously finds that the costs of the SMDSIATM trial
should have been assigned to the nonregulated jurisdiction. Specifically, the
audit team claims that AADS was formed based on knowledge gained from
the trial.

Ameritech strongly disagrees with this finding, and the conclusion that
AADS was formed based on knowledge obtained from the trial. As was
explained to the auditors, the SMDS trial in Michigan wu conducted to
determine the technical and operational feasibility of deplo~gSMDS
technology as a component of the public switched network. Thus, the study
foc:usecl on the compatibility of SMDS and the public switched network.
Based on those objectives, the costs of the trial were appropriately assigned to
regulated cost pools.

Despite having conducted the trial, Ameritech formed AADS, a
separate corporate entity, to offer SMDS services for a variety of reasons
unrelated to the findinp of the trial. The reasons for this decision were
threefold: 1) to accommodate the needs of customers in nonfranchised areas;
2) to address the need for pricing flexibility to assure competitiveness; ancl3)
to offer both network and premises equipment through a single aca:nmtable
entity. None of these objectives would have been attainable if SMDS was
offered as part of the public switched network.

In the report, the audit team fails to even mention that AS! has already
pro\d.:ied an explanation as to why the costs of the trial were allocated to
regulated operations, i.I.& that the trial was designed to study deployment of
SMDS technolbgy in the public switched network. In fact, in accordance with
the cost allocation and affiliate transaction rules, the AOCs trusfIrred to
AADS the switch used in the trial in 1993.57 In order to justify its finding, the

56 See response to fCC data request November 10, 1993, QueJticm 2, A. Wiedci follow-up.

5'1 'The PSCW wu aware of the UIet transfer and that the amount wu below the statutory
minimum requiring PSCW approval.
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report must address all the evidence it received during the audit and explain
why that information is, or is not, persuasive. Without such an explanation,
Finding 4 is not supportable. However, if the audit team provides further
explanation'to support this finding, Ameritech must be given an opportunity
to respond.

VIL Finding 5: ASI Recorded the Costs of the PCS Trial to the Correct Part 32
Account and Appropriately Assigned the Costs of the PCS Trial.

The report claims that the costs for the PCS trial were improperly allocated
to Account 6535, Engineering Expense, when the costs should have been
allocated to Research and Development, Account 6727. s, This conclusion is
wrong and unsupported. FllSt, as will be explained below, AS! appropriately
classified and allocated the costs of the PCS trial. In this regard, ASI's portion
of the PCS trial costs were to develop the interface between the public
switched network and the PCS system. And, Account 6535, Engineering
Expense states that the account should include costs "incurred in the general
engineering of the telecommunications plant" and which include
IIdeveloping input to the fundamental planning process, performing
preliminary work or advance planning in connection with potential
undertakings...." Since ASI's part of the PCS trial involved the development
of the public switched network for the PCS interface, bued on this definition,
it is entirely appropriate to allocate the costs to that account. In fact, the report
provides no explanation as to why it is more appropriate for ASI to classify
these costs as research and development rather than engin~gexpense.

Furthermore, the report provides no justification for concluding that ASI
improperly failed to classify costs to Research and Development. In this
regard, other than the above example, the report makes no finding that other
costs incurred by ASI should have been classified to Account 6727.
Specifically, it is ASI's position that it does not do research and development
as defined in Part 32 because ASI fOCUMS it efforts on using the research and
development performec1 by such entities as !ellcore, universities, and our
vendors, in specific product development and general corporate planning
support. Consequently, without more facts sUpPOrting the statement that ASI
failed to classify costs to Research and Development, this unsupported
conclusion is without merit.

The repon"incorrectly concludes that ASI improperly allocated the costs of
the PCS trial to a shared cost pool, when those costs should have been directly
assigned to nonregulatecl operations. Specifially, the audit team leaps to the
conclusion that since "some aspects of the project could potentially fall into

51 Report at page 24.
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the category of the enhanced services," PCS services are enhanced and should
be directly assigned to nonregulated activities.59

But, this-feasoning does not stand up under sautiny. FlI'st, the audit team
incorrectly characterizes AS!'5 portion of the PCS trial as a study of the entire
technical and marketing study of PCS services. But;, AS! was involved in only
a portion of the PCS trial. Specifically, ASI's involvement was limited to
examining the feasibility of an improved public switched network to support
multiple fCS providers through an open interface. In fact, this aspect of the
trial resulted. in the development of a new access service for which the AOCs
have received a patent from the U.S. Patent Office. And, the audit team knew
about - but ignored - the limited focus of ASI's involvement, through its
copy of AS!'s preMlltation on "Personal Communications Services,
Intelligent Network Funding Request.,,60 That pnsentation mentions
specifically "(t]he purpose of the Ameritech Direct/PCS Trial is to deJnonstrate
that the·Public: Switched Network can be used as the backbone for PCS
~ic:EtS."'l

While ASI was focusing on the interface between the public: switched
network and PCS service providers, Ameriteeh Corporation wu responsible
for studying the marketability of total PCS services. The cost of this portion of •
the trial was controlled and paid by Ameriteeh Corporation and was
completely allocated to nonregulated activity. These c:osts were over 55
million during 1992, and were never even recorded on ASI's books.62 Thus,
the majority of the PCS trial costs were allocated. to nonregulated through
Ameriteeh Corporation and only those costs involved in developing the
access service to the public: switched network were in ASI's budget.

In fact, it is more than likely that the PCS access services which were the
focus of ASI's trial would be treated as reauJated., aDd. therefore should have
been assigned to a replated cost pool, but in an Oftf abundance of caution,
ASI's PCS trial costs were alloc:ated to a shared cost pooL Moreover,
Ameritech's treatment of the PCS trial costs, i&, splitting them between
Ameritech Corporation (1lCJftftgU1ated) and AS! (shared), is endre1y
consistent with the quote in the report which states that U Ameriteeh believes
it is likely that PCS will be defined by regulatory bodies as a competitive
service."

·c

" Report at pap 24-25.

611 See 0BG1'~tationDocument "l'enana1 Communications ServiceI, Intellipnt Network
Functins Request'" da-.d Septenaber 24. 1991, given to the audit 181ft 01\ March 19. 1993-

.. lsi. at pap 4.

Q n... amounts are new information to the audit team.
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Furthermore, the audit team provides no justification for concluding that
PeS services will be enhanced. As support for the fact that PeS services might
be enhanced_the report includes an alleged statement made by an employee
that PCS services might "potentially" be enhanced. But, the report fails to cite
the individual or the context in which this statement was made. And,
regardless of this statement, the FCC itself has not defined how PeS service
will be treated for regulatory purposes. Even though the FCC may define
these services as competitive services, that fact still does not mean those
services will not be regulated. There are many examples in which services
are defined as competitive, yet remain regulated depending upon which
carrier is providing the service. In fact, in many instances PCS may be used to
provide voice services which are traditionally regulated, and the FCC rna]
choose to maintain some regulatory control over those types of services.

What the audit team essentially argues in Fmding 5 is that carriers must
allocate all costs to nonregulated activities if those activities may potentially ­
at some future undefined date - become nonregulated. But that is not what
the Part 64 rules require." Rather, the rules require that product
development costs be allocated between regulated, nonregu1ated and shared
cost pools based on the type of Project involved. Since Ameritech
demonstrated that ASI'5 costs for the PCS trial related to access services with
the public switched network, it was reasonable for the costs to be allocated to a
shared cost pool.

Fmally, in this fmding, the report references that ASI only directly
assigned two work profiles to nonregulated cost pools, and did not direc:tly
assign any work profiles which involved the development of future products
to nonregu1ated operations. This language should be removed because it is
overbroad and is not related to the audit team's finding regarding the PCS
trial. Clearly this language is meant to imply that AS! doe not properly
allocate its costs, and again raises questions about the objectivity of the audit
team's analysis.

vm. Finding 6: ASI Laae of Space at the Ameritech Center does not
Violate Any FCC Rule.

6J See Personal Communications Service <I'CS) Analysis and Validation. BeIIcore, SpIcial
Report, SR·INS-002148, November 1991, provided to the audit team 01\ Mard\ 19, 1993.

.. The PSCW made this same aJ'IUIN!ftt in its Ex Parte Comments fillet in t1w fCCs~inl
to amend the afflliate tranlKtion rules. See Amendment of Parts 32 and 6& of the Colrlftillion's
Rules to AAmunt for Tranuc:tion between urrier and Their NonrepJatild Afft1ia-. CC DIet.
No. 9),251, Comments of the Public Service Commission of WiJconsin, filed May 13, 1994.
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In Finding 6, the audit team erroneously concludes that ASI leased excess
space at the Ameritech Center, which cost the AOCs an additional $30
million. The audit team claims that the lease of this excess space, together
with the statement that ASI plans on leasing that space to nonregulated
affiliates, violated the Commission's used and useful standard.lIS

Fmding 6 is unsupportable for a number of reasons. rU'St, this finding goes
beyond the scope of the audit. Specifically, the audit was to determine
whether AS! allocated its costs to ensure AOC compliance with the
Commission's Part 32 and Part 64 rules, and whether the ratepayers were
adversely impacted by any noncompliance. The audit team implies that ASI's
lease costs at the Ameriteeh Center did not comply with Part 32 and Part 64.

Second, the report provides no support for applying a 'used and useful'
standard to expenses. In this regard, during a ratemaking proceeding, carriers
are traditionally allowed to include in the ratebue those investments which
are 'used and useful.' On the other hand, carriers are allowed to recover
expenses through rates, if they are reasonable. Since this is not a ratemaking
proceeding, and ASI's leased costs are not investments but expenses, this
finding is irrelevant.

Finally, ASI oppoIlS this finding because many of the facts on which the
fmding is baled are inaccurate. Specifically, the finding stated that ASI
increased the amount of square footage it leased and this inaeased square
footage resulted in a 530 million increased lease cost to ASI and the AOCs.

Ameriteeh needed adequate room to house its employees in one
contiguous office space, and therefore needed to build a new facility."
Research found that no existing offtdi\COD\plex in the Chicago area had
adequate room. The Center openedYl991, and wu in various stages of
completion during the audit. All spaCe at the center was claimed in differing
amounts by ASI, Ameritech Mobile and otha nonregulated affiliates. The
rents were phased in as the space became occupied, and all tenants pay the
same amount of rent per square foot.

As the CeIlter became ready for occupancy, ASI employees moved in from
ASI or AOC/Corporale leased space. ASI moved all its employees from its
leased space. U the lease had expired near the move dale, no additional costs
were incurredl But if the lease still had a number of years remaining, lease
termination costs were incurrecl. In addition, c:e.rtaiD transition occupancy
expenses occurred when the date to move employees and the termination

" Report at pap 25 through 28•

.. June 5, 1992 data~tQut!ltion 6(1): Robert 0unkIau letter to Jim Wep1&ft: see a1Io
handout provided during January 2S • 28, 1993 on-site visit.
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date of the lease were different. In these situations, it was cheaper to pay the
remaining lease than to incur termination costs. This occurred in two
locations: 500 W. Madison, Chicago, and the Gould Center, Rolling Meadows.
For these tw.Q 1ocations the transition cost adjustments totaled $0.7 million in
1991, and $1.5 million in 1992;67 and not the $ 9.7 million and $7.0 million,
respectively, claimed by the audit team as double occupancy." For those ASI
employees moving from AOC/Corpc:rate i 'sed space, AS! occupancy costs
ended on :he date they moved and began G_ the Center. Therefore, there were
no transition and occupancy expenses incurred for these employees.

At the Center, ASI pays only for the space it occupies and some additional
space for planned growth. Luge lease holders, such as Ameritech Mobile and
Ameritech Information Systems, are billed directly for their space, while
smaller nonreguJated subsidiaries reimburse ASI for their lease costs. In any
event, as noted above, all parties pay the same square foot rate for leased
space.

Furthermore, the square footage ratios cited in the report are misleading.
Specifically, the headcount figures used in the report do not include contract
employees. AS! uses a significant number of contract employees and needs to
provide them with work space, which the audit team should have considered .
in its calculation. In addition, the audit team's square footage figures include
an allocation to ASI for common space. When the square footage for the
Conference Center, dining facilities, regional library, and wellness center, are
removed, and an ASI headcount including contract employees is used; an
appropriate calculation, for comparison purposes, of ASI's real square foot per
employee becomes 368 square feet - significantly smaller than the report's 551
square feet." Moreover, ASI's headcount for 1994 has ina-eased to 2S06
employees (including contract employees). When the Center's 761,000 square
feet (excluding the conference center, dining faciliti., reponailibrary, and
wellness center) is divided by the current number of employees, ASI's square
foot per person becom. 304 square feet.

Furthermore, there are significant inac:curaci. in the numbers provided
in the audit team's analysis. Specifically, the lease termination costs shown in
1991 of 57.6 million were incurred in 1992. In addition, the $7.6 million is
also not an accurate rei1ection of the actual I.. termination costs recorded
on ASI's boob. In this reprd, the $7.6 million represented the total lease
termination CQSts for the Ameritech Corp., but only 53.9 million wu recorded

'" nus represents new information.

" See Repon at page 28. adjusted occupancy chan.

.. See Exhibit 10, for a calculation of the square footage.
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on ASI's books with the remainder on Corporate's books. Thus, the more
appropriate number for ASrs termination costs is $3.9 million?O

Another·inaccuracy in the report is that ASI paid $9.7 million in 1991, and
$7.0 million in 1992 in double occupancy costs. The report claims that costs of
the Ameritech Center during those years before employees began to occupy
the building were double occupancy costs. But, AS! demonstrated that it
realized transition occupancy costs, of $ .7 million and $ 1.5 million in 1991
and 1992, respectively, and did not pay rents on any leased space or AOC space
once employees were moved to the Center. Thus, AS! did not~ "double
occupancy" costs as the report claims.

Based on the foregoing, Ameriteeh has demonstrated that the costs of the
Ameriteeh Center are irrelevant to whether the AOCs complied with Part 32
and Part 64 rules, and therefore this finding is unsupportable. In addition,
Ameriteeh has demonstrated that tr.~ report's alleged $30 million dollars
increase in leased expenses is incorrect. rU'St, if the report reflected the correct
timing of the termination costs in 1992, and not 1991, and correct amount of
"the termination costs that AS! booked of 5 3.9 mi111on; then the inaeue is
lowered to S 18.5 milllon. Second, if the report reflected the fact that ASI had
$ 0.7 million, S 1.5 mi111on, and S 0.1 million in transition costs over 1991~

1992, and 1993, r.pedfvely, and not the double occupancy amounts included
in the report; then the ina-ease is lowered to 5 13.5 million. And, bued on
the rate of inflation, that increase is reasonable. So again, this finding is not
supportable.

. IX. rIDding 7: Ameritech Publishing, Inc. Should Not Have Been BWed
for 5142,000.

Fmding 7 states that ASI failed to bill Ameriteeh Publishing, Inc. (APD
for some costs of developing a bill insert which amounted to $142,000. When
the audit team first approached AS! with this question, ASI responded that it
would send a bill to API which it did.

Upon further investiption, however, it wu discovered that the costs of
this bill insert were alreacly recovered by the AOCs through the API billing
contract and the sum certain amount paid annually to the AOCs by API.
Specifically, the contract between the AOCs and API includ. provisions
whereby the AOCs will bill and collect yellow paps listinp for API. This
agreement to bill and collect for API includes the cost of preparing and
rendering the bill." Thus, because ASI prepared the bill page for API, on

7U This is new information for the audit team.

TI Apeement between API and MCh of the AOCs. , 3.1, and ·Cuidtlm. far tM Proviskm of
SWing and Collection Services between (AQC) .nd Ameriteeh PubJilhinl, Inc.,. .t Section
ll.C "Bill Rendering Service", d.ted Febnwy 21, 1991. This is new information to the audit
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behalf of the AOCs, it was appropriate for ASI to bill only the AOCs for the
cost of developing the bill page.

In any event, because of the confusion regarding this answer, ASI will take
the $ 142,000 amount below the line. Consequently, because ASI did not
allocate the costs for this work project improperly and ASI is also taking the
costs below the line, this finding is not supportable.

X Portions of the Report are Irrelevant and Should Be Removed.

Fmally, in a number of instances the report includes discussions that are
irrelevant to ASI's cost accumulation and allocation procedures.

A. The Report's Discussion on AS!'s Cost Reduction Measures is
Irrelevant.

The report discusses at length Ameritech Corporation's savings from
reduction of staff. In that discussion, the audit team concludes that it cannot
determine whether the ratepayers benefited from the expense reduction.72

Clearly, that discussion is beyond the objectives of the audit, which were to
review ASI's accounting practices to determine the AOCs' ability to comply
with the Commission's rules, and whether noncompliance adversely affected
ratepayers.73 Ameriteeh's attempts to reduce expenses are unrelated to
whether the AOCs·comply with the cast allocation and affiliated transaction
rules. In fad, nowhere in the report does the audit team even attempt to tie
the reduction in expenses to compliance with Part 32 and Part 64 of the
Commission's rules. Rather, reduction in expenses and their impact on the
ratepayers are issues more appropriately raised in a rate proceeding, and given
the price cap environment completely irrelevant.14 Thus, this discussion
should be removed.

team.

1'2 Report at page 20.

n Report at .,-.4.
,. The report ..... that~. ape... grew at a rate "approxima_y equal- to the rate of
inflalion. M point in fact. AOC expenMI pw at Jell the ra. of inflation when adjulled for
the one lime 5FAS 106 expenIIS which were booked in 1992.

1991
1992
1993

Inn,tion Index GNP-PI

4.05!e
3.30!e
3.09!e

Acliym hOC n;cr« - !e shanl'

2.16 !e
2.45 '4
2.18 .,
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B. The Report's Discussion on Material LOiistig is Irrelevant.

Finally, an additional irrelevant fact is the audit team's statement that
business process as be further reviewed. Since the audit team did not review
the costs assigned to this business process - which it admits in the report ­
any statement regarding it is irrelevant to the findings in the report and
should be removed.
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